Abstract: While substantial research finds that financial development boosts overall economic growth, we study whether financial development disproportionately raises the incomes of the poor and alleviates poverty. Using a broad cross-country sample, we distinguish among competing theoretical predictions about the impact of financial development on changes in income distribution and poverty alleviation. We find that financial development reduces income inequality by disproportionately boosting the incomes of the poor. Countries with better-developed financial intermediaries experience faster declines in measures of both poverty and income inequality. These results are robust to controlling for other country characteristics and potential reverse causality.
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I. Introduction
Stunningly high levels of poverty characterize much of the world. In 2001, 2.7 billion people, more than half of the earth's inhabitants, lived on less than $2 a day, and 1.1 billion lived on less than $1 a day. 1 Even these figures mask the extremes plaguing some parts of the world. In
South Asia and Sub-Saharan Africa, only one-quarter of the people live on more than $2 per day.
In accounting for changes in poverty, the literature notes that poverty alleviation can be decomposed into two parts: Faster economic growth and changes in the distribution of income.
Indeed, depending on the precise definition of poverty, an arithmetic identity links poverty alleviation, growth, and changes in income distribution (Bourguignon, 2004) .
2 Besley and Burgesss (2003) illustrate the potential importance of both growth and changes in income distribution. They calculate that (1) developing countries need a GDP per capita growth rate of 3.8 percent to cut poverty in half by 2015, which is twice the growth rate of recent decades, and (2) a one standard deviation decline in the Gini coefficient of inequality would cut poverty by about half in regions with highly skewed income distributions such as Latin America and Africa. 3 Thus, both GDP per capita growth and changes in income distribution may reduce poverty. 4 Although a large literature finds that financial development produces faster economic growth, it is unclear whether financial development alleviates poverty. The bulk of existing empirical research suggests that financial development is positively associated with growth and this relationship is not due to reverse causality. 5 Thus, if financial development does not intensify income inequality, financial development will help reduce poverty by boosting overall economic growth (Dollar and Kraay 2002) . But, researchers have not determined whether financial development benefits the whole population, whether it primarily benefits the rich, or whether financial development disproportionately helps the poor.
This paper examines the relationship between financial development and both changes in the distribution of income and changes in the level of poverty. We do not reexamine the finance-growth link, nor do we reexamine the relationship between financial development and the level of income inequality (Clarke, Xu, and Zou, 2003) or the level of poverty (Honohan, 2004a) . Rather, we provide the first assessment of the impact of financial development on changes in income inequality and changes in poverty. Thus, our approach complements the finance and growth literature by examining whether financial development exerts a disproportionately large influence on the poor.
Theory provides conflicting predictions about the relationship between financial development and changes in poverty and income distribution. Some models imply that financial development enhances growth and reduces inequality. Financial market imperfections, such as informational asymmetries, transactions costs, and contract enforcement costs, may be especially binding on poor entrepreneurs who lack collateral, credit histories, and connections. These credit constraints will impede the flow of capital to poor individuals with high-return projects (Galor and Zeira, 1993) , 6 thereby reducing the efficiency of capital allocation and intensifying income inequality. From this perspective, financial development reduces poverty by (i) disproportionately relaxing credit constraints on the poor and reducing income inequality and (ii) improving the allocation of capital and accelerating growth.
Other theories, however, question whether financial development reduces poverty. Some research suggests that the poor primarily rely on informal, family connections for capital, so that improvements in the formal financial sector primarily help the rich. 7 Along these lines, Greenwood and Jovanovic (1990) develop a model that predicts a nonlinear relationship between financial development and income inequality during the process of economic development. At early stages of development, only the rich can afford to access and profit from financial markets so that financial development intensifies income inequality. At higher levels of economic development, financial development helps an increasing proportion of society. Furthermore, some models imply that if financial development reduces income inequality, this could slow aggregate growth and increase poverty. Specifically, if the rich save more than the poor, and financial development reduces income inequality, this could reduce aggregate savings and slow growth with adverse ramifications on poverty (Bourguignon, 2001a) . 8 Thus, empirical evidence on the impact of finance on the distribution of income and poverty will help distinguish among competing theoretical predictions.
Methodologically, this paper assesses the relationship between financial development, poverty alleviation, and changes in the distribution of income using broad cross-country comparisons. Since different problems plague income distribution and poverty data, we use both to assess the robustness of the results. More specifically, we use two specifications to examine the 7 See discussions surrounding this theme in Haber, et al. (2003) and Bourguignon and Verdier (2000) . But, more competitive financial markets may permit greater access to financial services (Rajan and Zingales, 2003) . 8 Galor and Moav (2005) develop a model that integrates two themes in the inequality and growth literature. Under the assumption that savings rates are an increasing function of wealth, inequality positively impacts growth at early stages of economic development when physical capital accumulation is the key source of growth. At later stages of development, credit market imperfections become crucial as human capital accumulation becomes the prime engine of growth. Thus, income equality ameliorates the adverse implications of credit constraints on human capital accumulation with positive ramifications on economic growth.
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relationship between finance and income distribution and two additional specifications to investigate the finance-poverty alleviation nexus. First, we examine the impact of financial development on the growth rate of the income of each economy's poorest 20 percent. We assess the effect of finance on income growth of the poor while controlling for average per capita GDP growth. Although income growth of the poor is not a consistent measure of poverty across countries at different levels of economic development, this specification provides information on whether financial development influences the poorest quintile differently from its effect on average growth.
By conditioning on average growth, we test whether financial development exerts a disproportionately large impact on the poor. Second, we continue our assessment of the distributional consequences of financial development by examining the growth rate of the Gini coefficient, which measures deviations from perfect income equality. Again, by controlling for average per capita GDP growth, we provide information on how financial development alters the distribution of income beyond its impact on aggregate growth. Then, we turn to direct measures of poverty alleviation. In our third specification, we examine the growth rate of the percentage of the population living under $1 a day (and $2 a day in robustness tests). By controlling for average per capita GDP growth, we test whether financial development exerts a positive, negative, or no influence on poverty beyond the impact of finance on average per capita GDP growth. Finally, we conduct the same experiment, but we use the growth rate of the Poverty Gap measure, which not only measures the percentage of the population living under $1 a day, but also weighs this percentage by how far below $1 a day incomes lie. Again, we assess the impact of financial development on poverty alleviation while controlling for average growth.
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We find that financial development alleviates poverty and reduces income inequality. Thus, the data indicate that financial development exerts a disproportionately positive influence on the poor. Since existing work finds that financial development accelerates aggregate growth, our findings suggest that financial development alleviates poverty both by boosting growth and by reducing income inequality.
More specifically, there are three key findings. First, even when controlling for real per capita GDP growth, financial development boosts the growth rate of the poorest quintile's income.
This suggests that financial development reduces income inequality. Second, financial development induces a drop in the Gini coefficient measure of income inequality. Again, the negative relationship between financial development and the growth rate of the Gini coefficient holds when controlling for real per capita GDP growth. This result further emphasizes that financial development reduces income inequality beyond the relationship between finance and aggregate growth. Third, financial development reduces the fraction of the population living on less than $1 a day (or $2 a day) and financial development lowers the Poverty Gap. Again, the positive relationship between financial development and poverty alleviation holds even when controlling for average per capita GDP growth. Furthermore, these results hold when using instrumental variables to control for the endogenous determination of financial development and when conditioning on a large number of other country characteristics. In sum, using different datasets, we find that financial development lowers poverty and reduces income inequality by exerting a disproportionately positive impact on the poor. This paper is related to a large public policy oriented literature on the relationship between inequality and economic growth. While "… the conventional textbook approach is that inequality is good for incentives and therefore good for growth" (Aghion et al, 1999 (Aghion et al, , p. 1615 , considerable work 6 actually suggests that income inequality hurts growth. 9 To explain this negative relationship between inequality and growth, many theoretical models assume financial market imperfections impede the efficient allocation of capital (e.g., Aghion and Bolton, 1997; Banerjee and Newman, 1993; Galor and Zeira, 1993) . Taking the financial market frictions as given and ignoring incentive effects, these models suggest that public policies that redistribute income from the rich to the poor will alleviate the adverse growth effects of income inequality and therefore boost aggregate growth.
Our paper instead highlights an alternative policy approach: Financial sector reforms that reduce market frictions will lower income inequality and boost growth without the potential incentive problems associated with policies that redistribute resources.
Our research also relates to work on how capital market imperfections influence child labor and schooling. Using household data from Peru, Jacoby (1994) finds that lack of access to credit perpetuates poverty because poor households reduce their kids' education. Jacoby and Skoufias (1997) show that households from Indian villages without access to credit markets tend to reduce their children's schooling when they receive transitory shocks more than households with greater access to financial markets. Similarly, Dehejia and Gatti (2003) find that child labor rates are higher in countries with under-developed financial systems, while Beegle, et al. (2003) show that transitory income shocks lead to greater increases in child labor in countries with poorly functioning financial systems. We contribute to this research by examining the aggregate relationship between financial development and both poverty alleviation and income inequality.
While our results are robust to different specifications, our analyses face several limitations.
First, we use cross-country regressions, so the results are subject to the usual criticisms of crosscountry studies (Levine and Zervos, 1993) . Nonetheless, each methodology suffers from various 9 See Alesina and Rodrik (1994), Perotti (1993 Perotti ( , 1996 , Person and Tabellini (1994) , Clarke (1995), and Easterly (2002) . Though, also see Banerjee and Duflo (2003) , Barro (2000) , Forbes (2000) , and Lundberg and Squire (2003) . For reviews of the literature, see Benabou (1996) and Aghion, Caroli, and Garcia-Penalosa (1999) .
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shortcomings and these cross-country comparisons provide evidence on a crucial issue: poverty alleviation. Second, we use an aggregate index of financial development that equals credit issued by financial intermediaries to private firms as a share of GDP. This index does not measure the degree to which the population in general or the poor in particular access financial services. Nevertheless, in this initial study, it is crucial to ascertain whether a standard measure of financial development, which past studies find explains economic growth, also helps account for cross-country differences in poverty reduction rates and changes in income inequality. Third, income distribution and poverty
are measured with error (Lundberg and Squire, 2003; Dollar and Kraay, 2002) . However, unless this measurement error is correlated with financial development in a very particular manner, measurement error will bias the results against finding a relationship between financial development and changes in income inequality. Finally, although our results show the importance of financial intermediaries for the poor, they are silent on how to foster poverty-reducing financial development. 10 Future work needs to examine the linkages between particular policies toward the financial sector and poverty alleviation.
The remainder of the paper is organized as follows. Section 2 presents the data and describes the methodology. Section 3 discusses the results and section 4 concludes.
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II. Data, Summary Statistics, and Econometric Methodologies
This section describes the variables, provides summary statistics and correlations, and discusses the econometric methodologies we use to assess the relationship between financial development, poverty alleviation, and changes in income distribution. Credit are from the updated version of the Financial Structure Database (Beck, Demirguc-Kunt and Levine, 2001 ). There is a wide variation in Private Credit, ranging from less than 5% in Ghana, Sierra Leone, and Uganda to more than 120% in Hong Kong, Japan, and the Netherlands using data over the period 1980 to 2000. As we describe below, we sometimes use data averaged over the period , and sometimes we use data over the period 1980-2000 depending on the other variables and specification.
B. Data: Changes in Income Distribution and Poverty Alleviation
To assess the impact of financial development on the poor, we examine (i) the growth of the income of the poorest quintile in each economy, (ii) the growth of the Gini coefficient, (iii) the growth of the percentage of the population living on less than $1 (and $2) dollars per day, and (iv) changes in a poverty gap indicator, which not only measures the fraction of the population living below $1 dollar per day, but also how far below this line incomes lie. The remainder of this subsection defines these dependent variables in more depth.
Income Growth of the Poor equals the annual growth rate of the average per capita income of the lowest income quintile, computed over the period 1960 -1999 (Dollar and Kraay, 2002 . More specifically, we calculate the annual growth rate of the per capita income of the lowest income quintile by taking the difference between the log of the average income per capita of those in the lowest income quintile for the last observation and the log of the average income per capita of those in the lowest income quintile for the first observation, and dividing this log difference by the number of years between the two observations. Income of the poorest quintile is computed in constant 1985 US dollars using PPP exchange rates. It is worthwhile comparing information on Income Growth of the Poor and Growth of Gini.
From Table 1 , note that in Egypt, Finland, France, and Norway, the Gini coefficient shrank at a rate of more than one percent per annum, while the Dominican Republic, Ecuador, and the United States saw the Gini coefficient grow at almost one percent per annum. Also, observe that Egypt, Finland, France, Japan, and Singapore, and Norway Hong Kong enjoyed rapid rates of Income Growth of the Poor. As stressed by Besley and Burgess (2003) , countries may experience very rapid Income
Growth of the Poor because of rapid declines in Gini coefficients (Egypt, Finland, France, and Norway) and countries may enjoy rapid Income Growth of the Poor because the economy is enjoying rapid overall growth (Japan, Singapore, and Hong Kong).
Next, we consider two measures of poverty intensification.
Growth of Headcount equals the growth rate in the percentage of the population living below $1 dollar per day (or $2 dollars per day). These data are based on household surveys (Chen 12 and Ravallion, 2001 ). We use data for 58 developing countries. To assess the robustness of our results, we use two alternative definitions of poverty: $1 per day and $2 per day. 13 Using
Purchasing Power Parity exchange rates, these two definitions of poverty are converted into local currency and we determine the fraction of the population living below each line. Then, we compute the annual log growth rate using the last and first available observations on the fraction of the population living below the $1 and $2 per day poverty lines respectively, divided by the number of years between the first and last observation. calculate the annualized growth rates of Headcount and Poverty Gap for the longest available time 13 However, see Pritchett (2003) who proposes much higher poverty lines. 14 These data are available at http://research.worldbank.org/PovcalNet/jsp/index.jsp.
13
span. 15 Using shorter time frames could magnify the influence of any outlier observations and make the results more sensitive to business cycle fluctuations or crises. Therefore, we assess the robustness of our results by (i) limiting the sample to countries for which the growth rate in Headcount and Poverty gap is calculated over at least five years and (ii) eliminating outliers. Table 1 indicates that there is wide variation across countries in poverty alleviation rates over the last two decades. The share of population living on less than a dollar per day increased at an annual rate of 39% in Poland between 1992 and 1998. Headcount decreased by an annual rate of 21% in Jamaica between 1988 and 2000.
C. Descriptive Statistics and Correlations
Panel A of Table 2 
D. Econometric Methodologies: Basic Regression Specifications
This subsection sketches the basic regression specifications used to examine the relationship between financial development and poverty alleviation and income inequality. Here, we simply describe ordinary least squares equations (OLS). The next subsection discusses how we deal with potential simultaneity bias. We use cross-country regressions, calculating growth rates of income, inequality and poverty over the longest available time period and averaging financial intermediary development and other explanatory variables over the corresponding time period. This approach differs from Dollar and Kraay (2002) and Lopez (2003) who use panel techniques. We focus on cross-country regressions for two reasons. First, we are assessing theories that focus on the longrun relationship between financial development and poverty alleviation, and therefore we want to abstract of business-cycle forces and crises that may influence banking systems and poverty in the short-run. Second, the poverty data in particular, but also the inequality data, are available for only a limited number of years and sometimes with gaps in the time-series. Since small samples can make the dynamic panel estimates unstable and unreliable as discussed in Beck and Levine (2004a) ,
we examine the long-run relationship between financial development and (i) income growth of the poor, (ii) changes in income inequality, and (iii) rates of poverty alleviation. Credit measure of financial development in country i, and X i is a set of conditioning information for country i. 17 We control for the logarithm of the average years of school attainment in 1960 as an indicator of the initial human capital stock in the economy (Schooling 1960), the growth rate of the GDP deflator over the period 1960-99 to control for the macroeconomic environment (Inflation) and the sum of exports and imports as share of GDP to capture the degree of international openness (Trade Openness). As noted, the period of aggregation, n, is at least 20 years.
The coefficient β in regression equation (1) captures the relationship between financial development and the growth rate of the average income of the poorest 20 percent of society. This regression set-up does not allow us to assess how much of the effect of Private Credit is due to its positive effect on overall GDP per capita growth and how much is due to distributional effects that influence the poorest income quintile relative to other income groups.
To better understand the distributional effect of financial development, we follow Dollar and Kraay (2002) and control for real GDP per capita growth in the regression. Specifically, we modify equation (1) by including average growth as a regressor.
The coefficient α indicates the relationship between the growth rate of average per capita 16 income of the poor and overall per capita GDP growth. If the average income of the poorest quintile grows faster than average per capita GDP growth, α will be greater than one. If the income of the poorest quintile grows more slowly than average, α will be less than one.
The coefficient β indicates whether there is any differential effect of financial development on income growth of the poorest quintile beyond any impact on overall GDP per capita growth.
Thus, if financial development only boosts the income growth of the poor by increasing overall economic growth, then β will equal zero. If financial development exerts a particularly positive impact on the rich, then β will be negative. And, if financial development exerts a disproportionately positive impact on the poorest quintile, then β will enter positively.
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D.2. Growth of Gini
To further assess the distributional effects of financial development, we examine Growth of Gini:
where G i,t is the log of the Gini coefficient in country i in period t. As before, the time period n is at least 20 years. As in regression (2), we include the GDP per capita growth rate to (a) separate the distributional effect of Private Credit from the aggregate growth effect and (b) control for any effect that GDP per capita growth has on income distribution (Bourguignon, 2001b) . If financial development does not affect the distribution of income, then β will equal zero. If financial development reduces income inequality, then β will be negative. And, if financial development exacerbates income inequality, then β will enter positively.
18 Unlike Dollar and Kraay (2002) , we also include log of initial income of the poor to control for convergence forces. As shown, however, the findings hold when excluding initial income.
D.3. Growth of Headcount and Growth of Poverty Gap
We also explore the impact of financial development on direct measures of poverty alleviation. To do this, we regress Growth of Headcount and Growth of Poverty Gap on financial development, while controlling for the overall growth rate of GDP per capita, and each country's initial poverty level.
In this equation, P i, t is the log of Headcount or Poverty gap in country i in year t.
Again, by controlling for GDP per capita growth, we identify the relationship between financial development and poverty alleviation conditional on aggregate economic growth. Thus, this equation also captures the distributional effect of Private Credit on poverty alleviation because we control for the effect of financial development on poverty that runs through overall economic growth. Since the sample periods vary significantly across countries, we match the sample period for GDP per capita growth with the period used to compute Growth of Headcount and Growth of Poverty Gap. We take the average of Private Credit over the period 1980 to 2000 to abstract from business cycle or crisis frequencies.
19
E. Econometric Methodologies: Instrumental Variables
To control for potential reverse causation and simultaneity bias, we use instrumental variable (IV) regressions. The relationship between financial intermediary development and changes in income distribution and poverty might be driven by reverse causation. For example, reductions in poverty may stimulate demands for financial services. As another example, 19 For the transition economies, we include Private Credit averaged over the period 1991 to 2000. 18 reductions in income inequality might lead to political pressures to create more efficient financial systems that fund projects based on market criteria, not political connections.
To select instrumental variables for financial development, we focus on exogenous national characteristics that theory and past empirical work suggest influence financial development. We follow the finance and growth literature and use the legal origin of countries and the absolute value of the latitude of the capital city, normalized between zero and one, as instrumental variables. In particular, an extensive literature holds that British common law countries do a comparatively better job than French civil, German civil, Scandinavian civil, or Socialist law countries at protecting private property rights, fostering private contracting, and hence promoting financial development (See La Porta et al, 1997 , 1998 ; and the review by Beck and Levine, 2004b) . Furthermore, an extensive literature holds that natural resource endowments, which are imperfectly proxied by latitude, help explain the development of national institutions (Acemoglu, Johnson, and Robinson, 2001; Engerman and Sokoloff, 1997; and Easterly and Levine, 2003) . Previous research demonstrates that both legal origin and latitude explain cross-country differences in financial development (Beck, Demirguc-Kunt and Levine, 2003) . We also tried alternative instrument sets, including the religious composition of countries and ethnic fractionalization based on research by Stulz and Williamson (2003) and Easterly and Levine (1997) 
III. Empirical Results
A. Changes in Income Distribution
A.1. Income Growth of the Poor
The Table 3 results indicate that (i) financial development increases the growth rate of the incomes of the poorest quintile and (ii) financial development exerts a disproportionately large positive impact on the poor since finance is positively related to growth even when controlling for the growth rate of average per capita GDP. These results are robust to controlling for various country characteristics and to using instrumental variables to mitigate simultaneity bias.
Consider first regression 1, where we conduct a preliminary analysis of the direct relationship between financial development and the growth rate of the incomes of the poor without controlling for average growth. This regression is very similar to standard cross-country growth regressions except that here the dependent variable is the per capita growth rate of the income of the Next, by controlling for average GDP per capita growth, we examine whether financial development benefits the poorest income quintile relatively more than the overall population (Table   3 , regression 2). Specifically, the results in regression 1 do not distinguish the impact of financial development on overall per capita GDP growth from the impact of finance on the distribution of income. Regression 2 separates the growth and distributional effects by regressing the growth rate of the average income of the poorest quintile on the overall GDP per capita growth rate, log of initial income of the poor and Private Credit. The coefficient on Private Credit thus captures the effect of financial development on the poorest income quintile beyond its overall growth effect.
There are two key results in regression 2: Financial development is particularly beneficial to the poor and the average income of the poor rises approximately one-for-one with overall economic growth. First, the positive and significant coefficient on Private Credit indicates that financial development disproportionately boosts the growth rate of the incomes of the poor. That is, financial development is positively associated with income growth of the poor beyond finance's effect on overall growth. GDP per capita growth enters positively and significantly in regression 2. Second, consistent with Dollar and Kraay (2002) , we cannot reject at the 10% level that the coefficient on 21 GDP per capita growth equals one, so that the average income of the poor increases proportionally with overall GDP per capita growth. In robustness tests, we confirm that these OLS results are robust to controlling for Inflation and Trade Openness. Finally, note in regression 3 of Table 3 that the results hold when excluding the logarithm of Initial Income of the Poor from the regression. and n represents the number of observations in the regression. When we do this and omit outlier countries (those countries where abs (∆β i )>2/sqrt (n)), we obtain the same results. 20 Indeed, omitting these "outliers" increases the t-statistics on Private Credit's estimated coefficient to above six without changing the coefficient estimate appreciably.
When using instrumental variables to control for the potential endogenous determination of financial development, we continue to find that financial development exerts a disproportionately positive impact on the growth rate of incomes of the poor. In robustness tests, we examined whether the relationship between financial development and income growth of the poor depends on the level of economic development or the level of 20 The influential observations that are omitted are Sierra Leone, Panama, Sri Lanka, and Turkey. Figure 1 indicates that Sierra Leone is a particularly large outlier. The results hold even when we only exclude Sierra Leone. 21 We present only IV regressions, but the OLS regressions yield the same findings. 22 Furthermore, controlling for measures of fiscal policy does not change the results on Private Credit.
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educational attainment based on insights by Greenwood and Jovanovic (1990) and Galor and Moav (2005) . Besides including the level of educational attainment, we added the level of GDP per capita to the Table 3 regressions. We added GDP per capita both when including and excluding the level of education. In these specifications, the data continued to indicate that finance exerts a disproportionately positive effect on the poor even when controlling both economic growth and the level of economic development. Furthermore, we included (i) the interaction term of financial development and the level of economic development and (ii) the interaction term of financial development and educational attainment. These interaction terms do not enter significantly. Thus, we found no evidence that the relationship between financial development and income growth of the poor varies with the level of GDP per capita or the level of educational attainment.
The distributional effect of Private Credit is not only statistically significant but also economically relevant. First, note that the coefficient on Private Credit in regression 1, which does not control for GDP per capita growth, is 0.031, while the coefficient on Private Credit in the same specification that controls for GDP per capita growth is 0.017 (regression 2). These coefficients suggest that about half of the overall effect of Private Credit on the income growth of the poorest quintile does not occur through the impact of financial development on average growth. Next, consider the case of Brazil. The instrumental variable results in Table 3 
A.2.: Growth of Gini
In The results indicate that financial development reduces income inequality. Private Credit enters negatively and significantly in all of the specifications. When controlling for Initial Gini, GDP per capita growth, Schooling 1960, the macroeconomic and international environments (Inflation and Trade Openness), and when using, or not using, instrumental variables to extract the exogenous component of Private Credit, there is a negative relationship between financial development and Growth of Gini. In the IV regressions, the OIR is not rejected and the instrumental variables (legal origins and latitude) jointly explain financial development in all the regressions. In terms of the other variables, Initial Gini enters negatively, suggesting that countries with initially highly unequal income profiles (high Initial Gini) tend to see faster reductions in income inequality holding other things constant. Also, the IV regressions suggest that GDP per capita growth is 24 We also tested for non-linearities by including the squared term of Private Credit, but it never entered significantly.
25 associated with increases in income inequality when conditioning on financial development. This may create concerns that financial development intensifies income inequality by boosting growth, while exerting a negative direct effect on income inequality. On net, however, financial development reduces income inequality. We continue to find a negative and significant coefficient on Private Credit when we omit GDP per capita growth from the regression or when we omit Initial
Gini. Thus, the negative impact of financial development on income inequality does not depend on conditioning on either GDP per capita growth or Initial Gini. Welsch (1980) we omit those countries where abs (∆β i )>2/sqrt (n)). 25 Omitting these "outliers" actually strengthens the relationship between financial development and the growth rate of the Gini coefficient, i.e., both the absolute value of the estimated coefficient Private Credit and its t-statistic increase. Thus, outliers do not seem to drive the negative association between finance and changes in income inequality.
In sum, the results in Tables 3 and 4 indicate that financial intermediary development exerts a disproportionately positive impact on the poor and reduces income inequality. Private Credit raises the incomes of the lowest income quintile beyond the overall income growth rate of incomes in the economy. Moreover, Private Credit reduces income inequality, as measured by the Gini 25 The influential observations that are omitted are Sierra Leone, Panama, Sri Lanka, the United States, and Finland. 26 coefficient, when controlling for the initial level of income inequality in the economy and average growth. Both results hold when using two-stage least squares to control for simultaneity bias.
B. Poverty Alleviation
Next, we examine the relationship between financial development and measures of poverty alleviation. This has the advantage of directly assessing the focus of our investigation: poverty alleviation. The disadvantage is that the data cover far fewer years. For the Income Growth of the Poor and Growth of Gini analyses, we examined growth rates computed over an average of 30 years, with a minimum of 20 and a maximum of 40 years. Thus, we were testing the impact of finance on long-run growth rates of incomes of the poor and Gini coefficients. Now, we directly examine poverty alleviation, but the growth rates are sometimes computed for less than five years and frequently for less than 10 years. This reduces confidence that these poverty alleviation results capture the relationship between financial development and reductions in poverty over long periods.
To address concerns about limited time-series data on poverty, we do three things. First, we control for GDP per capita growth. Besides isolating the relationship between financial development and poverty alleviation beyond the relationship between finance and aggregate growth, including GDP per capita growth controls for higher frequency economic fluctuations and therefore provides some comfort that we assessing the long-run relationship between financial development and poverty alleviation. Second, we confirm the Table 5 results when limiting the sample to only those countries where we have a minimum of five years of data. Finally, we control for the logarithm of the initial values of Headcount and the Poverty Gap, respectively, and also condition on the general macroeconomic and international environment (Inflation and Trade   27 Openness). 26 Besides providing general sensitivity checks, controlling for these country characteristics increases confidence that we are identifying the long-run relationship between financial development and poverty alleviation and not convergence effects or changes in the macroeconomic or international environment that induce a spurious correlation between finance and poverty alleviation.
Financial development reduces the growth rate of the two poverty indicators: Growth of Headcount and Growth of Poverty Gap (Table 5 ). Private Credit enters negatively and significantly in the OLS regressions (regressions 1 and 2). Private Credit also enters negatively and significantly in all of the instrumental variables with different control variables, except in the Growth of Poverty
Gap regression when we control for Schooling 1980 (regressions 3-10). In the IV regressions, the specification tests suggest that the instruments are valid. The test of overidentifying restrictions is not rejected and the instruments jointly explain cross-country variation in Private Credit. and Welsch (1980) methodology for identifying and removing observations that exert an exceptionally large impact on the slope of the regression line. As described in detail above, we omit those countries where abs (∆β i )>2/sqrt (n)). 27 Omitting these "outliers" does not change the estimated coefficient on Private Credit or its t-statistic. Thus, outliers are not producing the negative association between finance and changes in poverty. 26 As noted above, these results hold when controlling for differences in fiscal policy across countries. 27 The influential observations that are omitted are Uganda, Ghana, Laos, and Poland.
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The effect of Private Credit on poverty alleviation is not only statistically but also economically substantial. Compare Chile (Private Credit = 54%) with Peru (Private Credit = 13%).
In Chile, the percentage of the population living on less than $1 a day ( at an annual rate of 5% per year, which would have resulted in a share of the population living on less than one dollar of about 2% in 2000 rather than the actual value of 15%. 28 Thus, the economic impact of financial development on the poverty is quite large. The IV results provide an even stronger assessment of the economic impact of well-developed financial intermediaries.
While we have stressed the robustness of the results to various permutations throughout the presentation, we emphasize two additional sensitivity tests in closing. First, there may exist concerns that we have not controlled for the level of real per capita GDP in the poverty alleviation regressions. Instead, we control for the initial level of the poverty indicators in Table 5 .
Nevertheless, when we control for the initial level of real per capita GDP, none of the results changes. Second, selecting a poverty line is inherently arbitrary. Thus, we re-did the analyses of poverty alleviation using the $2 a day poverty line. We confirm the Table 5 results: Financial development reduces the fraction of the population living below $2 a day.
IV. Conclusions
An extensive literature shows that financial development is positively associated with the growth rate of per capita GDP. This does not necessarily mean, however, that financial development reduces poverty. If financial development increases average growth only by increasing the incomes of the rich and hence by increasing income inequality, then financial development will not lower poverty rates.
Given the extremely high rates of poverty around the world, this paper focuses on whether financial development reduces poverty. Because of measurement problems, we assess the impact of financial development on poverty alleviation in two ways. First, we assess the relationship between financial development and changes in the distribution of income. Here, we use data on 52
developing and developed economies with data averaged over the period 1960 to 1999. Second, we assess the direct relationship between financial development and poverty alleviation. Here, we use data on 58 developing countries with data over the period 1980 to 2000.
This paper finds that greater financial development induces (i) incomes of the poor to grow faster than average GDP per capita, (ii) income inequality to fall more rapidly, and (iii) poverty rates to decrease at a faster rate. All of these results hold when controlling for the average rate of economic growth, which suggests that financial development alleviates poverty beyond its affect on aggregate growth. Furthermore, these results hold when using instrumental variables to control for endogeneity bias. Thus, we find that financial development reduces poverty by exerting a disproportionately positive effect on the poor. Future research needs to identify which policies induce poverty-alleviating improvements in the financial system. Using regression 2 of Table 3 , which regresses Income Growth of the Poor against GDP per capita Growth, log of Initial Income of the Poor and Private Credit, this figure represents the twodimensional representation of the regression plane in Income Growth of the Poor -Private Credit space. To obtain this figure, we regress Income Growth of the Poor on GDP per capita Growth and log of Initial Income of the Poor, collect the residuals, and call them e(Income Growth of the Poor | X). Next, we regress Private Credit against GDP per capita Growth and log of Initial Income of the Poor, collect the residuals, and call them e(Private Credit | X ). Then, we plot e(Income Growth of the Poor | X) against e(Private Credit | X ).
